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LEARNING AND GROWTH
"To achieve our vision, how will we sustain our ability to change and improve?"
Objectives
Measures
Targets
Initiatives CUSTOMER "To achieve our vision, how should we appear to our customers?" Wouldn't an altimeter be helpful?
Objectives
A: I worked on altitude for the last few flights and I've gotten pretty good on altitude. Now I have to concentrate on proper air speed.
Q: But I notice you don't even have a fuel gauge. Wouldn't that be useful?
A: Fuel is important, but I can't concentrate on doing too many things well at the same time. So this flight I want all my attention focused on air speed. Once I get to be excellent at air speed, as well as altitude, I intend to concentrate on fuel consumption on the next set of flights.
Probably no one would choose to be a passenger on this plane after such a conversation. Even if the pilot did an exceptional job on air speed, we would be concerned about colliding with tall mountains or running low on fuel. In reality, no pilot would ever consider flying an airplane through crowded air space with only a single instrument to guide performance. Pilots process information from a large set of indicators to operate their airplanes. Managers are like pilots. Navigating today's enterprises through complex competitive environments is at least as complicated as flying an airplane. Why should we believe that executives need anything less than a full battery of instrumentation to guide their journey?
Is a Mixture of Financial and Non-Financial Measures a Balanced Scorecard?
Many managers and consultants who agree to the basic rationale for a Balanced Scorecard believe they have created one when they supplement traditional financial measures with non-financial measures. But many of the most popular non-financial measures, such as customer satisfaction and employee attitudes, have some of the same limitations as financial measures. First, they are lagging measures, reporting how well the organization's strategy worked in the past period but providing little guidance on how to navigate to the future. Second, the non-financial measures they use are generic and are not related to specific strategic objectives that will provide sustainable competitive advantage. Scorecards built upon lagging, non-strategic indicators represent only a limited application of the full power of the Balanced Scorecard.
Our experience in observing and building more than 100 scorecards reveals that the financial and non-financial measures on a Balanced Scorecard should be derived from the business-unit's unique strategy. The Balanced Scorecard provides executives with a comprehensive framework that can translate a company's vision and strategy into a coherent and linked set of peformance measures. The measures should include both outcome measures and the
performance drivers of those outcomes. By articulating the outcomes the organization desires as well as the drivers of those outcomes, senior executives can channel the energies, the abilities, and the specific knowledge held by people throughout the organization towards achieving the business's long-term goals.
Many people think of measurement as a tool to control behavior and to evaluate past performance. Traditional control and performance measurement systems attempt to keep individuals and organizational units in compliance with a pre-established plan. The measures on a Balanced Scorecard are being used by executives in a different way-to articulate the strategy of the business, to communicate the strategy of the business, and to help align individual, organizational, and cross-departmental initiatives to achieve a common goal. 2 These executives are using the scorecard as a communication, information, and learning system, not as a traditional control system. For the Balanced Scorecard to be used in this way, however, the measures must provide a clear representation of the organization's long-term strategy for competitive success.
Choosing Strategic Measures for the Four Perspectives
The four perspectives of the scorecard permit a balance between shortterm and long-term objectives, between desired outcomes and the performance drivers of those outcomes, and between hard objective measures and softer, more subjective measures. While the multiplicity of measures on a Balanced Scorecard seems confusing to some people, properly constructed scorecards contain a unity of purpose since all the measures are directed toward achieving an integrated strategy.
Financial
The financial performance measures define the long-run objectives of the business unit. While most businesses will emphasize profitability objectives, other financial objectives are also possible. Businesses with many products in the early stage of their life cycle can stress rapid growth objectives, and mature businesses may emphasize maximizing cash flow. For our purposes, we can simplify somewhat by identifying just three different stages:
▪ Rapid Growth ▪ Sustain
▪ Harvest
Rapid Growth businesses are at the early stages of their life cycle. They may have to make considerable investments to develop and enhance new products and services; to construct and expand production facilities; to build operating capabilities; to invest in systems, infra-structure, and distribution networks that will support global relationships; and to nurture and develop customer relationships.
Probably the majority of business units in a company will be in the sustain stage, where they still attract investment and reinvestment, but are required to earn excellent returns on their invested capital. These businesses are expected to maintain their existing market share and perhaps grow it somewhat from yearto-year. Investment projects will be more directed to relieving bottlenecks, expanding capacity, and enhancing continuous improvement, rather than the long payback and growth option investments that were made during the growth stage.
Other business units will have reached a mature phase of their life cycle, where the company wants to harvest the investments made in the earlier two stages. These businesses no longer warrant significant investment-only enough to maintain equipment and capabilities, but not to expand or build new capabilities. Any investment project must have very definite and short payback periods. The main goal is to maximize cash flow back to the corporation. 3 The financial objectives for businesses in each of these three stages are quite different. Financial objectives in the growth stage will emphasize sales growth; sales in new markets and to new customers; sales from new products and services; maintaining adequate spending levels for product and process development, systems, employee capabilities; and establishment of new marketing, sales, and distribution channels. Financial objectives in the sustain stage will emphasize traditional financial measurements, such as return on capital employed, operating income, and gross margin. Investment projects for businesses in the sustain category will be evaluated by standard, discounted cash flow, capital budgeting analyses. Some companies will employ newer financial metrics, such as economic value added and shareholder value. These metrics all represent the classic financial objective-earn excellent returns on the capital provided to the business. The financial objectives for the harvest businesses will stress cash flow. Any investments must have immediate and certain cash paybacks. The goal is not to maximize return on investment, which may encourage managers to seek additional investment funds based on future return projections. Virtually no spending will be done for research or development or on expanding capabilities, because of the short time remaining in the economic life of business units in their "harvest" phase. 4 We have found that companies use three financial themes to achieve their business strategies:
▪ Revenue Growth and Mix
Revenue growth and mix refers to expanding product and service offerings, reaching new customers and markets, changing the product and service mix towards higher-value-added offerings, and re-pricing products and services. The cost reduction and productivity objective refers to efforts to lower the direct costs of products and services, reduce indirect costs, and share common
resources with other business units. For the asset utilization theme, managers attempt to reduce the working and physical capital levels required to support a given volume and mix of business.
These three financial themes can be used with any of the three generic business strategies of growth, sustain, and harvest, though the particular measures will vary, depending on the strategy, as shown in Exhibit 2. These examples show how the Balanced Scorecard can be used to make explicit the financial strategy of a business unit, and how to customize financial objectives and measures to business unit strategy.
Customer
In the customer perspective of the Balanced Scorecard, managers identify the customer and market segments in which the business unit will compete and the measures of the business unit's performance in these targeted segments. 5 The customer perspective typically includes several generic measures of the successful outcomes from a well-formulated and implemented strategy. The generic outcome measures include customer satisfaction, customer retention, new customer acquisition, customer profitability, and market and account share in targeted segments (see Exhibit 3) . While these measures may appear to be generic across all types of organizations, they should be customized to the targeted customer groups from whom the business unit expects its greatest growth and profitability to be derived. 
Market and Account Share
Market share, especially for targeted customer segments, reveals how well a company is penetrating a desired market. For example, a company may temporarily be meeting sales growth objectives by retaining customers in nontargeted segments, but not increasing its share in targeted segments. The measure of market share with targeted customers would balance a pure financial signal (sales) to indicate whether an intended strategy is yielding expected results.
When companies have targeted particular customers or market segments, they can also use a second market-share type measure: the account share of those customers' business (some refer to this as the share of the "customers' wallet"). The overall market share measure based on business with these companies could be affected by the total amount of business these companies are offering in a given period. That is, the share of business with these targeted customers could be decreasing because these customers are offering less business to
all their suppliers. Companies can measure-customer by customer or segment by segment-how much of the customers' and market segments' business they are receiving. Such a measure provides a strong focus to the company when trying to dominate its targeted customers' purchases of products or services in categories that it offers.
Customer Retention
Clearly, a desirable way for maintaining or increasing market share in targeted customer segments is to retain existing customers in those segments. Research on the service profit chain has demonstrated the importance of customer retention. 6 Companies that can readily identify all of their customers-for example, industrial companies, distributors and wholesalers, newspaper and magazine publishers, computer on-line service companies, banks, credit card companies, and long-distance telephone suppliers-can readily measure customer retention from period to period. Beyond just retaining customers, many companies will wish to measure customer loyalty by the percentage growth of business with existing customers.
Customer Acquisition
Companies seeking to grow their business will generally have an objective to increase their customer base in targeted segments. The customer acquisition measure tracks, in absolute or relative terms, the rate at which a business unit attracts or wins new customers or business. Customer acquisition could be measured by either the number of new customers or the total sales to new customers in these segments. Companies such as those in the credit and charge card business, magazine subscriptions, cellular telephone service, cable television, and banking and other financial services solicit new customers through broad, often expensive, marketing efforts. These companies could examine the number of customer responses to solicitations and the conversion rate-number of actual new customers divided by number of prospective inquiries. They could measure solicitation cost per new customer acquired, and the ratio of new customer revenues per sales call or per dollar of solicitation expense.
Customer Satisfaction
Both customer retention and customer acquisition are driven from meeting customers' needs. Customer satisfaction measures provides feedback on how well the company is doing. The importance of customer satisfaction probably can not be over-emphasized. Recent research has indicated that just scoring adequately on customer satisfaction is not sufficient for achieving high degrees of loyalty, retention, and profitability. Only when customers rate their buying experience as completely or extremely satisfying can the company count on their repeat purchasing behavior. 7
Customer Profitability
Succeeding in the core customer measures of share, retention, acquisition, and satisfaction, however, does not guarantee that the company has profitable customers. Obviously, one way to have extremely satisfied customers (and angry competitors) is to sell products and services at very low prices. Since customer satisfaction and high market share are themselves only a means to achieving higher financial returns, companies will probably wish to measure not just the extent of business they do with customers, but the profitability of this business, particularly in targeted customer segments. Activity-based cost (ABC) systems permit companies to measure individual and aggregate customer profitability. 8 Companies should want more than satisfied and happy customers; they should want profitable customers. A financial measure, such as customer profitability, can help keep customer-focused organizations from becoming customer-obsessed.
The customer profitability measure may reveal that certain targeted customers are unprofitable. This is particularly likely to occur for newly acquired customers, where the considerable sales effort to acquire a new customer has yet to be offset from the margins earned by selling products and services to the customer. In these cases, lifetime profitability becomes the basis for deciding whether to retain or discourage currently unprofitable customers. 9 Newly acquired customers can still be valued, even if currently unprofitable, because of their growth potential. But unprofitable customers who have been with the company for many years will likely require explicit action to cope with their incurred losses.
Beyond the Core: Measuring Customer Value Propositions
Customers' value propositions represent the attributes that supplying companies provide, through their products and services, to create loyalty and satisfaction in targeted customer segments. The value proposition is the key concept for understanding the drivers of the core measurements of satisfaction, acquisition, retention, and market and account share. For example, customers could value short lead times and on-time delivery. They could value a constant stream of innovative products and services. Or they could value a supplier able to anticipate their needs and capable of developing new products and approaches to satisfy those emerging needs.
While value propositions vary across industries, and across different market segments within industries, we have observed a common set of attributes that organizes the value propositions in all of the industries where we have constructed scorecards. These attributes are organized into three categories (see Exhibit 4):
▪ Product/Service Attributes ▪ Customer Relationship
▪ Image and Reputation
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Product and service attributes encompass the functionality of the product/service, its price, and its quality. The image and reputation dimension enables a company to pro-actively define itself for its customers. The customer relationship dimension includes the delivery of the product/service to the customer, including the response and delivery time dimension, and how the customer feels about the experience of purchasing from the company.
In summary, the customer perspective enables business unit managers to articulate their unique customer and market-based strategy that will deliver superior future financial returns.
Internal Business Process
In the internal business process perspective, executives identify the critical internal processes in which the organization must excel. The critical internal business processes enable the business unit to:
▪ deliver on the value propositions of customers in targeted market segments, and ▪ satisfy shareholder expectations of excellent financial returns.
The measures should be focused on the internal processes that will have the greatest impact on customer satisfaction and achieving the organization's financial objectives. 
The internal business process perspective reveals two fundamental differences between traditional and the Balanced Scorecard approaches to performance measurement. Traditional approaches attempt to monitor and improve existing business processes. They may go beyond just financial measures of performance by incorporating quality and time-based metrics. But they still focus on improving existing processes. The Balanced Scorecard approach, however, will usually identify entirely new processes at which the organization must excel to meet customer and financial objectives. The internal business process objectives highlight the processes most critical for the organization's strategy to succeed.
The second departure of the Balanced Scorecard approach is to incorporate innovation processes into the internal business process perspective (see Exhibit 5) . Traditional performance measurement systems focus on the processes of delivering today's products and services to today's customers. They attempt to control and improve existing operations-the short-wave of value creation. But the drivers of long-term financial success may require the organization to create entirely new products and services that will meet the emerging needs of current and future customers. The innovation process-the long-wave of value creationis, for many companies, a more powerful driver of future financial performance than the short-term operating cycle. But managers do not have to choose between these two vital internal processes. The internal business process perspective of the Balanced Scorecard incorporates objectives and measures for both the long-wave innovation cycle as well as the short-wave operations cycle. We will illustrate the development of specific objectives and measures for the internal business process perspective in the two case studies presented later in this article.
Learning & Growth
The fourth Balanced Scorecard perspective, Learning & Growth, identifies the infra-structure that the organization must build to create long-term growth and improvement. The customer and internal business process perspectives
identify the factors most critical for current and future success. Businesses are unlikely to be able to meet their long-term targets for customers and internal processes using today's technologies and capabilities. Also, intense global competition requires that companies continually improve their capabilities for delivering value to customers and shareholders.
Organizational learning and growth come from three principal sources: people, systems, and organizational procedures. The financial, customer, and internal business process objectives on the Balanced Scorecard will typically reveal large gaps between existing capabilities of people, systems, and procedures and what will be required to achieve targets for breakthrough performance. To close these gaps, businesses will have to invest in re-skilling employees, enhancing information technology and systems, and aligning organizational procedures and routines. These objectives are articulated in the learning and growth perspective of the Balanced Scorecard. As in the customer perspective, employee-based measures include a mixture of generic outcome measures-employee satisfaction, employee retention, employee training, and employee skills-along with specific drivers of these generic measures, such as detailed indexes of specific skills required for the new competitive environment. Information systems capabilities can be measured by real-time availability of accurate customer and internal process information to front-line employees. Organizational procedures can examine alignment of employee incentives with overall organizational success factors, and measured rates of improvement in critical customer-based and internal processes.
Linking Multiple Scorecard Measures to a Single Strategy
Many companies already use a mixture of financial and non-financial measures for senior management reviews and communication with boards of directors. Especially in recent years, the renewed focus on customers and process quality has caused many organizations to track and communicate measures on customer satisfaction and complaints, product and process defect levels, and missed delivery dates. In France, companies have developed and used, for more than two decades, the Tableau de Bord, a dashboard of key indicators of organizational success. The Tableau de Bord is designed to help employees "pilot" the organization by identifying key success factors, especially those that can be measured as physical variables. 10 Does a dashboard of financial and non-financial indicators supply a "Balanced Scorecard?" Our experience is that the best Balanced Scorecards are much more than collections of critical indicators or key success factors organized into several different perspectives. The multiple measures on a properly constructed Balanced Scorecard should consist of a linked series of objectives and measures that are both consistent and mutually reinforcing. The metaphor should be a flight simulator, not a dashboard of instrument dials. Like a flight simulator, the scorecard should incorporate the complex set of cause-and-effect relationships among the
critical variables, including leads, lags, and feedback loops that describe the trajectory, the flight plan, of the strategy.
Cause and Effect Relationships
A strategy is a set of hypotheses about cause and effect. Cause and effect relationships can be expressed by a sequence of if-then statements. For example, the organization can establish a link between improved sales training of employees to higher profits through the following sequence of hypotheses:
If we increase employee training about products, then they will become more knowledgeable about the full range of products they can sell;
If employees are more knowledgeable about products, then their sales effectiveness will improve.
If their sales effectiveness improves, then the average margins of the products they sell will increase.
A properly constructed Scorecard should tell the story of the business unit's strategy. The measurement system should make the relationships (hypotheses) among objectives (and measures) in the various perspectives explicit so that they can be managed and validated.
The chain of cause and effect should pervade all four perspectives of a Balanced Scorecard. For example, return on capital employed (ROCE) may be a outcome measure in the financial perspective. The driver of this financial measure could be repeat and expanded sales from existing customers, the result of a high degree of loyalty among existing customers. So, customer loyalty gets put on the Scorecard (in the Customer perspective) because it is expected to have a strong influence on ROCE. But how will the organization achieve customer loyalty? Analysis of customer preferences may reveal that on-time delivery (OTD) of orders is highly valued by customers. Thus, improved OTD is expected to lead to higher customer loyalty which, in turn, is expected to lead to higher financial performance. So both customer loyalty and OTD are incorporated into the customer perspective of the Scorecard.
The process continues by asking what internal processes must the company excel at to achieve exceptional on-time-delivery. To achieve improved OTD, the business may need to achieve short cycle times in operating processes and high-quality internal processes, both factors that could be Scorecard measures in the internal perspective. And how do organizations improve the quality and reduce the cycle times of their internal processes? By training and improving the skills of their operating employees, an objective that would be a candidate for the learning and growth perspective. We can now see how an entire chain of cause-and-effect relationships can be established as a vertical vector through the four Balanced Scorecard perspectives:
In a very similar vein, recent work in the service profit chain has emphasized the causal relationships among employee satisfaction, customer satisfaction, customer loyalty, market share, and, eventually, financial performance. 11
Outcomes and Performance Drivers
All Balanced Scorecards use certain generic measures. These generic, or core outcome, measures reflect the common goals of many strategies, as well as similar structures across industries and companies. The generic measures include profitability, market share, customer satisfaction, customer retention, and employee skills. The drivers of performance are the ones that tend to be unique for a particular business unit. The performance drivers reflect the uniqueness of the business unit's strategy: the drivers of profitability, the market segments in which the unit chooses to compete, the value propositions delivered to customers in the targeted market segments, and the particular internal processes and learning and growth capabilities that enable the financial and customer objectives to be achieved.
A good Balanced Scorecard should have a mix of core outcome measures and performance drivers. Outcome measures without performance drivers do not communicate how the outcomes are to be achieved. They also do not provide an early indication about whether the strategy is being implemented successfully. Conversely, performance drivers (such as cycle times and part-permillion defect rates) without outcome measures may enable the business unit to achieve short-term operational improvements, but will fail to reveal whether the operational improvements have been translated into expanded business with existing and new customers-and, eventually, into enhanced financial performance. A good Balanced Scorecard should have an appropriate mix of core outcome measures and the performance drivers of these outcomes.
A test of whether a Balanced Scorecard truly communicates both the outcomes and the performance drivers of a business unit's strategy is its sensitivity and transparency. One division president reported to his parent company's president when he turned in his first Balanced Scorecard: "In the past, if you had lost my strategic planning document on an airplane and a competitor found it, I would have been angry but I would have gotten over it. In reality, it wouldn't have been that big a loss. Or if I had left my monthly operating 
Linked To Financials
With the proliferation of change programs underway in most organizations today, it is easy to become preoccupied with goals such as quality, customer satisfaction, and innovation for their own sake. While these goals can lead to improved business unit performance, they can also become ends in themselves. The financial problems of some Baldrige Award winners give testimony to the need to maintain a link to economic results.
A Balanced Scorecard must retain a strong emphasis on financial outcomes, like sales growth, return-on-capital-employed, or economic value added. Many managers-infatuated with local and isolated improvement programs such as total quality management, cycle time reduction, reengineering, and employee empowerment-have failed to link such programs to future financial performance. For such organizations, the improvement programs have been taken as ends in themselves and have not been linked to specific targets for improving customer and, eventually, financial performance. The inevitable result is that such organizations eventually become disillusioned about the lack of tangible payoffs from such efforts.
Ultimately, causal paths from all the measures on a Scorecard should be linked to financial objectives.
The Balanced Scorecard, unlike ad hoc performance measurement systems, should articulate the "theory of the business." By having an explicit set of linkages among the Balanced Scorecard measures, managers can test the business theory's hypothesized causal chain of performance drivers and outcomes. Executives should establish short-term targets that reflect their best forecast about the lags and impacts between changes in performance drivers and the associated changes in one or more outcome measures. For example, how long before improvements in employee training and information system availability enable employees to cross-sell multiple financial products to existing and new customers, and how large will the effect be? What is the impact of a 10 percent improvement in on-time delivery on customer satisfaction? How long is the delay between quality improvements and increases in customer retention?
Obviously, specifying such relationships is much easier said than done. Initially, these impacts must be done subjectively and qualitatively. Eventually, however, as more data and evidence are accumulated, organizations may be able to provide more objectively grounded estimates of cause-and-effect relationships. At that point, the Balanced Scorecard can be captured in a systems dynamics model that provides a comprehensive, quantified model of a business's value creation process. 12 With specification of the relationship, in both time and magnitude, between performance drivers and outcomes, monthly and quarterly reviews
become opportunities to learn about the validity of the strategy and how well it is being executed. The output from such a dialogue may be to re-affirm belief in the current strategy. Alternatively, the intensive strategic review may reveal that an entirely new strategy may be required in light of the new knowledge about market conditions and internal capabilities. In either case, the Scorecard will have stimulated the learning among key executives about the viability and validity of their strategy.
In summary, the Balanced Scorecard is more than a collection of financial and non-financial measurements. It is the translation of the business unit's strategy into a linked set of measures that define both the long-term strategic objectives, as well as the mechanisms for achieving and obtaining feedback on those objectives.
Strategic versus Diagnostic Measures: How Many Measures on a Balanced Scorecard?
Consider that each of the four perspectives in the Balanced Scorecard can require between four and seven separate measures, thus creating a scorecard with up to 25 measures. Given our objective of helping to clarify and focus an organization, some obvious questions arise. Are 25 measures too many? Is it possible for any organization to focus on 25 separate things? The answer to both questions is NO! If a scorecard is viewed as 25 (or even 10) independent measures, it will be too complicated for an organization to absorb.
The Balanced Scorecard should be viewed as the instrumentation for a single strategy. When the scorecard is viewed as the manifestation of a single strategy, then the number of measures on the scorecard becomes irrelevant. Our experience indicates that companies can indeed formulate and communicate their strategy with an integrated system of approximately two dozen measurements.
But most organizations today already have many more than 16 to 25 measures to keep themselves functioning. They are incredulous that a Balanced Scorecard of no more that two dozen measures can be sufficient for measuring their operations. They are, of course, correct in a narrow sense, but are failing to distinguish between diagnostic measures-those measures that monitor whether the business remains "in control" and are able to signal when unusual events are occurring that require immediate attention-versus strategic measures-those that define a strategy designed for competitive excellence.
A simple example clarifies this point. Many aspects of our bodily functions must perform within fairly narrow operating parameters if we are to survive. If our body temperature departs from a normal 1-2°window (away from 98.6°F or 37°C) or if our blood pressure drops too low or escalates too high, we have a serious problem for our survival. In such circumstances, all our energies (and those of skilled medical professionals) are mobilized to restore these
parameters back to their normal levels. But we don't devote enormous energy to optimizing our body temperature and blood pressure. Being able to control our body temperature to within 0.01°of the optimum will not be one of the strategic success factors that will determine whether we become a chief executive of a company, a senior partner in an international consulting firm, or a tenured full professor at a major university. Other factors are much more decisive in determining whether we achieve our unique personal and professional objectives. Are body temperature and blood pressure important? Absolutely. Should these measurements fall outside certain control limits, we have a major problem that we must attend to and solve immediately. But while these measurements are necessary, they are not sufficient for the achievement of our long-run goals.
Similarly, corporations should have hundreds, perhaps thousands, of measures that they can monitor to ensure that they are functioning as expected and that will signal when corrective action must be taken. But these are not the drivers of businesses' competitive success. Such measures capture the necessary "hygiene factors" that enable the company to operate. These measures should be monitored diagnostically with deviations from expectations noted rapidly; in effect, management by exception.
The outcome and performance driver measures on the Balanced Scorecard should be the subjects of intensive and extensive interactions among senior and middle-level managers as they evaluate strategies based on new information about competitors, customers, markets, technologies, and suppliers. Unlike the strategic measures selected for inclusion on the Balanced Scorecard, diagnostic measures are not the basis for competitive breakthroughs. 13 As one executive remarked, after he had implemented his first Balanced Scorecard: "Our division had always measured hundreds of operating variables. In building a Balanced Scorecard, we chose 12 measures as the key to implementing our strategy. Of these 12 measures, seven were entirely new measurements for the division." 14 The Balanced Scorecard is not a replacement for an organization's day-today measurement system. The measures on the scorecard are chosen to direct the attention of managers and employees on those factors expected to lead to competitive breakthroughs for the organization.
Balanced Scorecards that Tell the Story of the Strategy
We can illustrate the translation of strategic objectives into Balanced Scorecard performance measures with two case studies: Metro Bank and National Insurance.
Metro Bank
Metro Bank was the retail banking division of a major money center bank. It had 30% market share of the region's core deposit accounts but with
deregulation, increased competition, and a lower interest rate environment, income from these retail accounts could no longer be sustained. A strategic review revealed excessive reliance on these accounts and a cost structure that could no longer profitably serve 80% of the bank's retail customers. Metro embarked upon a two-pronged strategy to deal with these two problems:
▪ Revenue Growth Strategy-Reduce the volatility of earnings by broadening the sources of revenue with additional products for current customers. ▪ Productivity Strategy-Improve operating efficiency by shifting nonprofitable customers to more cost-effective channels of distribution (e.g., electronic banking instead of personal banking).
In the process of developing a Balanced Scorecard at Metro, these two strategies were translated into objectives and measures in the four perspectives. Particular emphasis was placed on understanding and describing the cause-andeffect relationships on which the strategy was based. A simplified version of the results of this effort is shown in Exhibit 6. 15 For the Revenue Growth Strategy, the financial objectives were clear: broaden the revenue mix. Strategically, this meant that Metro would focus on its current customer base, identify the customers who would be likely candidates for a broader range of services, and then sell an expanded set of financial products and services to these targeted customers. When customer objectives were analyzed, however, Metro's executives determined that its targeted customers did not view the bank, or their banker, as the logical source for a broader array of products such as mutual funds, credit cards, and financial advice. The executives concluded that if the bank's new strategy were to be successful, they must shift customers' perception of the bank from that of a transactions processor of checks and deposits to a financial adviser.
Having identified the financial objective, Broaden Revenue Mix, and the new customer value proposition dictated by the financial objective, Increase Targeted Customers Confidence in our Financial Advice, the scorecard design process then focused on the internal activities that had to be mastered for the strategy to succeed. Three cross-business processes were identified: Understand Customers, Develop New Products and Services, and Cross-Sell Multiple Products and Services. Each of these business processes would have to be redesigned to reflect the demands of the new strategy. The selling process, for example, had historically been dominated by institutional advertising of the bank's services. Good advertising plus good location brought the customers to the banks. The branch personnel were reactive, helping customers to open accounts and to provide ongoing service. The bank did not have a selling culture. In fact, one study indicated that only 10% of a salesperson's time was spent with customers. A major reengineering program was initiated to redefine the sales process. The goal of the process was to create a relationship-selling approach where the salesperson became more of a financial advisor. Two measures of this process were included on the Balanced Scorecard. The Cross-Sell Ratio-the average number of products sold to a household-measured selling effectiveness. This "lag indicator" would 
tell whether or not the new process was working. The second measure, Hours Spent With Customers, was included to send a signal to salespersons throughout the organization of the new culture required by the strategy. A relationshipbased sales approach could not work unless face-to-face time with customers increased. Hours Spent With Customers therefore was a "lead indicator" for the success of this piece of the strategy.
The internal objectives led naturally to a final set of factors to implement the Revenue Growth strategy. The learning and growth component of the scorecard identified the need for salespersons to undergo a major role change. This role change would require a broader set of skills (e.g., a financial counselor with broad knowledge of the product line), improved access to information (e.g., integrated customer files), and realignment of the incentive systems to encourage the new behavior. The lead indicators focused on the major changes that had to be orchestrated in the work force: the upgrading of the skill base and qualified people-Strategic Job Coverage Ratio; the access to information technology tools and data-Strategic Information Availability Ratio; and the realignment of individual goals and incentives to reflect the new priorities-Personal Goal Alignment. The "lag indicators" included a productivity measure, Average Sales per Salesperson, as well as the attitudes of the work force as measured by an Employee Satisfaction Survey.
Exhibit 7 summarizes the objectives and measures for Metro Bank's Balanced Scorecard, indicating the mixture of leading and lagging indicators on the scorecard. Not surprisingly, the financial and customer measures contain few 
National Insurance Company (Long-Lag Times)
The importance of linking outcome measures to performance drivers is perhaps most powerfully illustrated in the insurance industry. The insurance industry is characterized by long delays between the time that routine decisions are made and the corresponding outcomes occur. For example, the effectiveness of the central event of underwriting-evaluating a risk and pricing it-is not known until subsequent claims are made and resolved. The incidence of insured events and resolution through the claims process can take between two to five years, although in extreme cases-as in the claims surrounding asbestos and Superfund sites-the exposure can go on for decades. In such a setting, having a mixture of leading and lagging measures is vital for motivating and measuring business unit performance.
National Insurance was a major property and casualty insurance firm that had been plagued by unsatisfactory results for the past decade. A new management team was brought in to turn the situation around. Their strategy was to move the company away from its "generalist" approach-providing a full range of services to the full market-to that of a "specialist," a company that would focus on more narrowly defined niches. The new senior executive team identified several key success factors for its new specialist strategy:
▪ become better at understanding and targeting desired market segments;
▪ better select, educate and motivate agents to pursue these segments;
▪ improve the underwriting process as the focal point for executing this strategy; and ▪ better integrate information about claims into the underwriting process to improve market selectivity.
The executives selected the Balanced Scorecard as the primary tool for the new management team to use to lead the turnaround. They selected the Scorecard because they believed it would help clarify the meaning of the new strategy to the organization, and provide early feedback that the ship was turning.
In the first step, the executives defined the strategic objectives for the new specialist strategy. These are shown in the left-hand column of Exhibit 8. They selected measures to make each objective operational by gaining agreement on the answer to a simple question, "How would we know if National Insurance achieved this objective?" The answers to this question yielded the set of measures shown in the center column, "Core Outcome Measures," of Exhibit 8. The core outcome measures were also referred to as "Strategic Outcome Measures" 
because they described the outcomes that the executives wished to achieve from each part of their new strategy.
As with many outcome measures, the measures shown in the center column of Exhibit 8 were the obvious ones that any company in the property and casualty insurance industry would be using. The scorecard would not be meaningful if such industry-specific measures did not appear, but these measures, by themselves, would be inadequate to signal the factors that would lead to superior performance within the industry. Besides having only industry-generic measures at this point in the scorecard development process, however, an additional problem became obvious. Every one of the outcome measures was a lagging indicator; the reported results for any of the measures reflected decisions and actions taken much earlier. For example, if new underwriting criteria were enacted, the results would not be reflected in the Claims Frequency for at least a year; the impact on the Loss Ratio would occur with an even longer delay.
The Strategic Outcome Measures presented a "balanced" view of the strategy, reflecting customer, internal process, and learning and growth measures in addition to the traditional financial ones. But a scorecard consisting only of lagging indicators did not satisfy management's goal of providing early indicators of success. Nor did it help them to focus the entire organization on the drivers of future success: what people should be doing day-by-day to enable successful outcomes to be produced in the future. While the issue of balancing lagging outcome measures with leading performance driver measures occurs for all organizations, the extremely long lags between actions today and outcomes in the future was more pronounced in the property and casualty insurance company than in any other we have encountered.
National Insurance executives went through a second design iteration to determine the actions that people should be taking in the short-term to achieve the desired long-term outcomes. For each Strategic Outcome Measure, they identified a complementary performance driver (see right-hand column of Exhibit 8). In most cases, the performance drivers described how a business process was intended to change. For example, the Strategic Outcome Measures for the underwriting process were:
▪ Loss Ratio ▪ Claims Frequency
▪ Claims Severity
Improving performance of these measures required a significant improvement in the quality of the underwriting process itself. The executives developed criteria for what they considered to be "good underwriting." The criteria defined the actions desired when underwriting a new opportunity. The executives introduced a new business process, to audit, periodically, a cross-section of policies for each underwriter to assess whether the policies issued by the underwriter were in conformance with these criteria. The audit would produce a measure, The Underwriting Quality Audit Score, that would show the percentage of new
policies written that met the standards of the new underwriting process. The theory behind this process is that the Underwriting Quality Audit Score would be the leading indicator (the performance driver) of the outcomes-loss ratio, claims frequency, and claims severity-that would be revealed much later. In addition to the Underwriting Quality Audit, similar programs were developed for outcome objectives related to Agency Management, New Business Development, and Claims Management. New metrics, representing performance drivers for these outcomes were constructed to communicate and monitor near-term performance. These included: The right-hand column of Exhibit 8 shows the new set of leading indicators (the performance drivers) selected by National Insurance. The exhibit illustrates two directional chains of cause and effect: from learning and growth and internal business process objectives to customer and financial objectives; and from performance driver measures linked to each outcome measure in the customer, internal, and learning perspectives.
The National Insurance case again illustrates how the process of building a Balanced Scorecard creates change and results. Development of the performance-driver metrics forced executives to think through the way that work should be done in the future, and to introduce entirely new business processesthe underwriting quality audit, the claims quality audit, and specific programs to enhance staff skills and expand information technology to employees. In addition to providing measures for the scorecard, the criteria developed by the executives for the underwriting quality and claims quality audits helped to develop improved underwriting and claims processes that could be communicated to the workforce. The underwriting and claims quality audit scores were not off-theshelf measures. The executives developed unique, customized measures to reflect the new underwriting and claims processes they wished to see implemented at National Insurance.
The detailed contents of the measures described National's strategy for success. The chain of cause and effect relationships diagrammed in Exhibit 8 represents the executives' hypotheses about the relationship of processes and decisions done today that were expected to have a favorable impact on various core outcomes in the future. The underwriting and claims quality audit measures were not intended to audit work in a punitive sense. The intended action after revelation of poor underwriting or claims processing performance would be additional training, not dismissal. Therefore, the measures were intended to
communicate the specifics of new work processes to the organization. The logical process of identifying the strategic priority, the strategic outcomes and the performance drivers led to reengineered business processes. The process of measurement was indeed "the tail that wagged the dog (of operations)."
The ultimate success from this turnaround program at National Insurance will take some time to play out and will, of course, be influenced by many factors beyond the measurement system. But executives readily concurred that the Balanced Scorecard has been a major part of their turnaround strategy and nearterm success. The Balanced Scorecard, by providing short-term indicators of long-term outcomes, has become National Insurance's guidance system to the future.
Summary: Using Measurement to Tell the Story of the Strategy
The Metro Bank and National Insurance cases illustrate the translation of an SBU business strategy into a measurement framework. The Balanced Scorecard is not really a "strategy formulation" tool. We have implemented scorecards in organizations where the strategy has already been well articulated and accepted in the organization. However, we have more often found that even when the senior executive team thought they had prior agreement on the business unit's strategy, the translation of that strategy into operational measurements forced the clarification and redefinition of the strategy. The disciplined measurement framework enforced by the Balanced Scorecard stimulated a new round of dialogue and debate about the specific meaning and implementation of the strategy. And this dialogue and debate usually led to elevating specific management processes into matters of strategic necessity.
Why is it important to build a scorecard that accurately tells the story of a business unit's strategy? First, the scorecard describes the vision of the future for the entire organization. If the vision is wrong, the fact that it is executed well becomes irrelevant. Second, the scorecard creates shared understanding. It creates a holistic model of the strategy that allows all employees to see how they can contribute to organizational success. If the model is wrong, individuals and departments will unknowingly sub-optimize their performance. Third, the scorecard focuses change efforts. If the right lead indicators are identified, investments and initiatives will drive desired long-term outcomes. If not, investments will be wasted. And finally, the scorecard permits organized learning at the executive level. By making the cause-and-effect hypotheses among objectives and measures explicit, businesses can test their strategy in real-time and adapt as they learn. Without explicit cause-and-effect linkages, no strategic learning can occur.
